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E 4; E C C'T I b7 E S U 3 I 1 I .A RY 

The Utilities Division Staff respectfully urges adoption of the Settlement Agreement 

reached between itself and UniSource Energy Corporation and Citizens Cominunications 

Company. I t  is a multi-faceted agreement \\ hich resohes numerous rxe  and regulatory issues in 

a manner that 15 fair to ratepayers. 

I t  should be ernp'1,tsired at the outset that in the sale and trmqfcr transaction. LiniSource 

effectively bargained for a purchase price significantly below thi. Imok \ d u e  of the \.arioiis 

electric and gas assets being transferred. Further, UniSource has agreed within the Settlement 

Agreement to pass the purchase price savings on to customers in ongoing and future regulatory 

procedures. Certain of the referenced savings included within dit. Sztrleinent Agreement i\'ere 

originally included \vithin the Joint Application filed by UniSotircc and Citizens \t.ith this 

Commission on December 6, 2003. Other additional concessions were negotiated with Staff and 

were subsequently included within the Settlement Agreement. The discounts to book value 

being achieved, and the savings inuring to ratepayers as a result of such discounts, can be viewed 

as thP equivalent of, or analogous to, this Commission ordering significant plant and Purchased 

Power and Fuel Adjustment Clause disallowances following litigation of highly complex and 

controversial issues that address decisions made and actions taken by Citizens over a number of 

years. 

The Settlement Agreement pro1 ides for an inc'rea~e III thc P P F  -IC factor as LI cil .is biiSc 

gas rates. While the electric and gas increases included within the Settlement Agreement are not 

insignificant, they dwarf the exposure the ratepayers face through continued litigation of a 

number of issues at the ACC and appeals court level. Specifically, Staff urges the adoption of 

the Settlement Agreement in its entirety, without significant or substantive modification, for the 

following major reasons: 

In August 2002, Citizens filed for an annual increasl: in base gas rates of $21 .O million 

(28.9 percent). Significantly, the noted Citizen base rate request fiIed in August 2002 
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was not “typical” of many energy f i l ing \L,hich Citizens made during the 1990s [vherein 

it repea+:rtly filed for much higher rates tlian ultimately proved justified. To the 

contrary, the August 2002 requested increase u a s  premised primarily upon the near- 

tripling of rate base which has occurred since the last Citircns gas rate cast‘ liled i n  199 5 .  

Specifically, over the last eight years, Citizens has added S 133 million in gross plant in 

service - with most of those expenditures related to an ACC-endorsed Build Out 

Progam. As noted within the ensuing section. Staffs  analysis indicated that i n  all 

likelihood, Citizens acted impnidently in proceeding Lvith certain elements of the Build 

Out Program without further study. Through a combination of 1 ) a discount-to-net- 

plant-book-value achieved in the purchasc price of the gas plant ($30.7 million) and 2) 

an additional $10 million prudence disallowance ultimately acquiesced to by UniSource, 

the Settlement Agreement base rates being proposed for gas customers cmiulati \ .cl \ ,  

reflect what would be equivalent to a S4O-plus million plant priidence disallowance ~~ in  

this and all future rate cases. To emphasize the significmce of such concession, i t  is 

noted that the removal of $40-plus million of Citizens’ requested plant in  service is 

equivalent to approximately one-third of all gas plant added by Citizens since it filed its 

last gas rate case in 1995. 

0 Customers will avoid a potential increase in their bills of  over $135 million t‘rom 

Citizens’ under-recovered PPFAC balance plus hture  c a r q  ins costs, bccai~sc i n  thc 

Settlement Ageenlent UniSource and Citizens will forfeit their rights to [his iincii.i-- 

recovered balance. The reduction to the electric r a ~ i ”  hasc 

adjustment of approximately $93.8 million should result in customers enjoying .> longer 

run avoidance of rate increases or, possibly, future rate reductions. Customers \vi11 

experience stability in power costs included in the PPFAC for the next five years. and a 

guarantee of stability in total electric costs for the next three years related to the rate case 

moratorium. Further, if the Settlement Agreement is approved, electric customers 

should have the ability to choose alternative power suppliers in less than two years, and 

if customers find lower alternative power prices, they will be able to benefit from those 

prices without the burden of paying stranded costs. There will be an increase in the 
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PPFAC rate which will reflect only actual poLver costs af?cr the date of the Decision, 

resulting in a new adjustor rate of $0.01825 per kWh. However, UniSource is 

attempting to negotiate for lower power costs, and if successful, will pass on sixty (60) 

percent of any savings to customers pursuant to the Settlenieni .Agreement. 

UniSource agreed to several limitations related to the financing of the sale and transfer 

of the :as and electric assets. First among these is if :I  lo^ from TEP to CniSource 

becomes part of the financing, the 10x1 would be at a higher interest rate than \:niSource 

originally requested, resulting in more interest income to 1'EP. \ultimately benefitin? TEP 

ratepayers. Second, the loan from TEP would be for 1 years rather than the ten years 

that UniSource originally requested, reducing the length of time that TEP's funds are at 

risk. Third, the Settlemcnt Agreement places di\.icici-id rxtriction on ;hi. Sex\ 

Companies and tightens the current ditidend restriction o!) TEP .  This restriction \\.;IS 

agreed upon to protect the earnings of the regulated Arizona utility from the possibility 

of failed ventures of the parent, UniSource. Finally, the Settlement Agreement contains 

a condition to hold TEP's ratepayers harmless from any increases in TEP's cost of 

capital as a result of the loan to UniSource. Tak-n tosether, these restrictions 

significantly reduce risk to the current TEP ratepayers anti the ratepayers of the New 

Companies. 

Staff respectfiilly urges the Commission to adopt the Seitiement Agreement n ithout 

significmt modific,i~lon There ma) be elements lha t  oiic' LL o t i i c l  L<-!r: :a chmgi. , i ; d , ~ ~  t ~ ; L L c 2 j ; 2  

Indeed, during negotiations, Staff at times bargained for different or additional concessions 

However, the Settlement Agreement taken cis a )thole reasonably balances diverse interests, IS  

fair to ratepayers and consistent with the public interest. 

Ultimately, in Staffs  opinion, the electric and gas rate increases being recommended for 

approval herein pursuant to the Settlement Agreement are no higher than, and in ail likelihood, 

lower than, what would eventually have been allowed in the way of rate relief at the ACC or 

appellate court level. Staff would note that if the transaction is terminated because UniSource 
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simply cannot accept terms being suggested or imposed, and i t  it1idran.s from the transaction, 

that it is probable ratepayers will eventually be harmed. So, again, adoption of the Settlement 

Agreement as proposed, without significant modification, I s  reconmended by the Utilities 

Division Staff. 



TABLE OF CONTEYTS 
Paae 

OVERVIEW ......... , ............ _. ..... , ........ , ...................................................................................... 2 
Consolidation of the Three Cases ................................... 

Settlement Negotiations ............................ 1 

.................................................. 

............................................ ................. 

Summary of the Benefits of the Settlement Agreeme 

The Sale ofC,'itizeiis r\rizona Gas aiid Arizona Electrrc Division Assets [o i nijoLirce ............... 

............................ 2 

GAS RATE CASE ANALYSIS ...................... ........... ....................... 6 
Xlajor .-\greements Reached n i t h  Regard to Citizens .-lrizons Gas Prnpet-r:c..;' Base and Purchased Gas 

.Adjustor Rates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6 

Gas Kate Case I3ackgronnd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  S 

Summary of' C ' i t i x n s '  . - i i iyist  2002 Base Rate Application ..................................................................... 10 

Arizona Build Out Program ........................... ............................................. .................................. 12 

Oth?r Cost o t  S e n  ice .-\djustments ....................................................................................................... 22  

Citizens' Cost of Capital Proposal ....................................................... 

I 'niSoiircs'. 5i.trlrnii~iil Cost of Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Itate Spread m i  Ii,m Desisn . . . . . . . . . . . . . .  ............................................. ........................................... 2 ;  

Purchase Gas .-\dj~istt"r (''PGA") ................................ 

Revised Line Extension Tariff and Policy 

. .  

..................................................... 2 j  

? <  . . . . . . . . . . . . . . . . . . . . . . . .  

............................................................................ '8 

PGA Bank Balance .......................................................................................................................................... 29 

............. 29 .................................................................................. 

ELECTRIC PURCHASED POWER AND FUEL ADJUSTOR CASE ANALYSIS ............ 3 1 
Major Xgreenients Reached ivith Regard to Citizens Arizona Electric P q x r t i c j  ......................................... 3 1 

Electric PPF'AC Case Background ................................................................................................................. 32  

The Old Conti-act .......................................................................................................................................... -34 

Terms of  L e n  Contract ............ ,- ... . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  - -  ,> 

Stalf Proposals in  the 1'PF:lC Case Prior to the Jo in t  .. lpplication . . . . . . . . .  

\Vhat the Settlemtxt .\yeernent Should Be Compared to for Electric Cusioiiirrs ........................................ 3s 

.ilternstives l \ - i t l i  and \Vithout the Sale and Transfer 39 

Potential Outcomes ..................................................................................................................................... 40 

Rate Impacts of Potential Outcomes ............................................................................................................... 3 1 

Other Long-term Rate Impacts on Electric Customers ..... . . . . . . . . . . . . . . . .  .......................... 32 

Value of Retail Access .................................................................................................................................... 43 

ANALYSIS OF FINANCING OF THE SALE AND TRANSFER OF UTILITY ASSETS 44 
Background of Financing Issues .. ............ .......................... 44 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  36 

......................................................................... 

The Loan from TEP to UniSource 

Hold Harmless Provision ................................................................... 

Waiver of the 30 Percent Condition ....................................................................................... 

................................................................... 

....... 

Dividend Payout Restrictions on TEP and the New Companies ................. ......................... 46 



B 
I 
I 

Table of Contents - Continued 

Guarantee of Affiliate Debt ......................................................................................................................... 46 

CONCLUSION ....................................................................................................................... 47 



SERL.ICE LIST 

Mr. L. Russell Mitten 
C i t iz en s C o ni ni un ic at i o ns Coni p an > 
Three High Ridge Park 
Stamford, Connecticut 06905 

Mr. Steven W. Cheifetz 
Mr. Robert J.  Metli 
Cheifetz & Ian@telli. P.C. 
3238 North 16' Street 
Phoenix, Arizona 850 16 

Mr. John D. Draghi 
Huber Laivrence & Abell 
605 3 1 ~  .\\enue 
Ne\\ York. New York 101  5 8  

Mr. Daniel it'. Poxfsky  
RUCO 
1 1  10 %'est Cb'ashinston, Suite 220 
Phoenix, Arizona 83007 

Mr. John White 
D epu t 5' Count 5 At  t om e y 
MohaLe County Attorney's Office 
P. 0. Box 7000 
K i n g m n .  Arirona 56302 

Mr. Walter W. Meek 
AUIA 
2100 North Central Avenue, Suite 210 
Phoenix, Arizona 85004 

Ms. Holly J .  Hawn 
Ms. Martha S. Chase 
Santa Cruz Deputy County Attorneys 
2 150 North Congress Drive. Suite 20 1 
Nogales, Arizona 85621 

Mr. Marshall LMaeruder 
Ms. LLKY M a m d e r  
P. 0. Box 1267 
Tubac, Arizona 85646- 1267 

Mr. Nicholas J. Enoch 
Lubin & Enoch, P.C. 
349 North Fourth Avenue 
Phoenix, Arizona 85003 

Mr. Gary Smith 
Citizens Communications Company 
2901 West Shamrell Boulevard, Suite 110 
Flagstaff, Arizona 86001 

Mr. Raymond Mason 
Director, Corporate Regulatory Affairs 
3 High Rid e Park 
Stamford, t! onnecticut 06905 



Ms. Deborah R. Scott 
Citizens Commurications Company 
2901 North Centi 
Phoenix, Arizona 83012 

\i'enue. Suite 1660 

Mr. Scott WakeGeld 
RUCO 
1 100 West Washington Street, Suite 220 
Phoenix, Arizona 83007 

Ms. Susan Mikes Dohert 
Huber, Lawrence & Abe 1 
605 Third Avenue 
New York, New York 10158 

Mr. Thomas H. Campbell 
Mr ,  Michael T. Hallarn 
Lewis & Roca, LLP 
40 North Central Avenue 
Phoenix. Arizona 85004 

Y 

Mr. Andrew Bettw 

Southwest Gas Corporation 
5241 Sprin Mountain Road 
Las Vegas.%evada 891 50 

Mr. Jose blachado, City Attoi-ncq 
Mr. Hu h Holub, Attorney 

77j/North ?hand Avenue 
Nogales, Arizona 8562 1 

Mr. Robert A. Taylor 
City Attorney 
Cit ofKin man 
3 1 ( 7 3  North ourth Street 
Kingman, Arizona 86401 

Assistant General 6 ounsel 

Cit of1 ?I oaales 

Mr. Christopher C. Kempley 
Chief, Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix. .4rizona 8.5007 

Mr. Ernest G. Johnson 
Director, Utilities Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

Ms. Lyn Farmer 
Director, Hearing Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 



I 
I 
1 
I 
I 
I 
I 
I 
I 
1 
1 
i 

. .. . 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Staff Report 
Docket Nos. E-0 1032C-00-007 1, et al. 
Page 1 

Consolidaion of he Three Cases 

Although filed separately and on different dates, Sta1'1' bclieves that the three cases are 

inextricably linked and shoiild be evaluated together. The threc cases are linked because within 

the 1 o i n t C i t i 7 cn s 'Un is oiirc e app I 1 cat 1 on ~ L'II i So Lirc c inodi fi i.d ' 3  i) [h the C i t i 7en s r q  ti cs t for ;i 52s 

:ate increase m d  i ,+! /ens  reqiicst for B ne\\ PPFAC ratc I iiiSource reduced the reqliesteci 

increase In gas rates to reflect the difference between the book L alue and the purchase price along I 

I with other adjiistments, reducing the requested increase in rc\ciiucs from 28.9 percent to 20.9 , 
percent -!Is0 of great significance, C niSource modified tlic requested recot er? of'  the Iincjer- 

recot ered PPFXC balance estimated to be at least $135 miilion D> Ju ly  28, 2003, to /em. 

I 

A Procedural Order was issued on February 7, 2003, rerognizing the interdependence of 

tl,e three cases and con,c;lidating them. When UniSource and Citizens approached Staff to begin 

settlement negotiations, Staff accepted the inbitation in the belief that the meshing of issues and I 

I 

the interdcpendency of relevant facts and requested appro\ als presented a logical and appropriate I 

opportunity to resolve the three cases together 

I 

I 
Settlement Negotiations I 

I 
On January 13, 2003, Staff organized a general meeting u i t h  the applicants and 

approximately 30 of the intervenors' representatives. At this meeting, the applicants discussed 

and described the application. On January 22"d and 3lSt,  Staff held additional meetings during 

which Staff and the intervenors aired and discussed their issues and the applicants responded. 

Due to the abundant number of issues and the number of details that needed to be extensively 
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I 
discussed. i t  would have been unreasonably cumbersome t‘or Staff to negotiate lvith the Joint 

Applicants with all other parties present. Therefore, Staff indicated that i t  would continue 

negotiations with Citizens and UniSource and that the other p- t ies  should attempt to come to an 

agreement uith the applicants on an individual basis. On CILiich 31”. Staff held a final nicetins 

~ v i t h  the inter\ enors evplaining the iiiaiii points of thc p ~ ~ ~ ; - v l s c d  St‘ttlcnic~nt Igrecmcnt ,Inii 

responded to the questions and concerns of’thc i n d i \  idual iniLi\ iiiors 

Summary of the Benefits of the Settlement Agreement 

In later portions of this Report. Staff mi11 detail t i l e  1712n)i benetits o f  the S c ~ t l e n ~ e n ~  

Agreement. However, at the outset, n e  \ t i l l  SLinimdrife t h c  benefits that are especldlq notable. 

In general, Staff be l ie~es  that a number of benefits nould be dil’ficult or impossible to achieve and 

pass on to the ratepayers within the context of a normal rate cdse and sale of asset proceedings. 

By far, the single most significant benefit is the “ for~i~e i iess”  or pernlanent Lvritedonn o f  

the “under-recovered’’ purchased pou er costs included within the AED’s PPF ZC bank balance 

the tiine of the closing of the asset purchase transaction 1 hi. current balmce IS 512-l ( I  ~ l i i l l o r ~  

and rising. It is estimated to reach at least 5135 million by Ju lv  28. 2003 The forgiveness of  th ls  

amount by UniSource saves the AED’s residential customers approximately E 12 per month. 

The Settlement Agreement also includes a provision whereby the ratepayers will benefit 

immediately if UniSource is able to renegotiate its purchased power contract with Pinnacle West 

Energy. Pursuant to the Agreement, 60 percent of the savings from the renegotiated contract will 

flow through to the ratepayers. In contrast, because Tucson Electric Power Company and 
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I 
Arizona Public Service Company do not currently hat e '1 ;?urchased p o ~  er or fuel adjustor 

mechanism in place, they are able to keep any savings from renegotiated power and fuel 

contracts. Their customers would only receive such a benef:t 'it'ter a full rate case. j 

original proposal contained within the Joint Application ~f S i 6.6 million) to approximately $ 1 j.2 i 

million per the Settlement Agreement. The reductions result primarily from UniSource-s , 

the dssets. 14dd~tional red~lctions u ere achie~  ed n hen i 1 1 1  >oiii.ce agreeti io ' 1  fiiriiier 3 i o.11 

million permanent agreed-upon disallo\\ance from rate base a i d  related depreciat~on eupense due 

to Build-Out Program excesses. Although in the past, the Coinmission has removed plant that 

was not used or useful from rate base or deferred its reco\ e. . 11 has not reduced rate b'ise due tc 

I 
I 

I 

the market value of a utility's assets. Thus, this voluntary. permanent reduction in rate base 

would be unlikely outside of these dockets. 

It is also problematic for a utilities commission to l i m i t  a iitilitv's right to file for rate 1 
I 

increases. However, a three-year moratorium on the AED and AGD rates was acliieced through 1 

the Settlement Agreement. 

Electric competition remains at the forefront of Arizona regulatory issues. The Settlement 

Agreement contains a provision whereby within four months of approval of the Agreement, 

UniSource will file a plan to open the AED's service temtory to retail electric competition by 
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December 31, 2004. The Agreement, then, requires acttons on the part of UniSource that may 

accelerate the timing of the implementation of retail conipetition in the AEC territory. Electric 

competition could be especially of great benefit to the Cities ot' Uogales and Kingman in reducing 

the cost of electricity for their citizens. 

Also related to the acceleration of electric c o n i p e l i f i ~ ~  \ ii the \ED k r r i t o i - ~ .  the issiie o f  

stranded generation costs was addressed by the Settlenient Agreement. 

Agreement will eliminate the time and expense of a separ'ite proceeding. 

Settlement Agreement. [Jnisource agreed to permanently forgo r e c o ~  ery of ' a i?~  potential strandeti 

generation costs. It IS doubtful that a separate proceeding ~ o i i i i l  result i n  ivore IjLorablc result 

for the ratepayers. 

i'\ppro\ a1 of the 1 
I Pursuant to the I 

I 

I 

- The Sale of Citizens Arizona Gas and Arizona Electric I l i L  ision .\$sets to t'nisource 

The current purchase agreement to sell the AED to I.'niSource is not the first purchase i 

agreement entered into by Citizens to sell those assets. I n  May 2000. Citizens applied tor 

approval to sell the AED assets to Cap Rock Energy ('orporation. a Texas-based electric 

cooperative. The sales price in that transaction was $210.0 million while the book value of the 

assets was $163.0 million resulting in an acquisition premium of $47 million. The cunent 

purchase price offered by UniSource is $92 million while book value is $187 million resulting in 

an acquisition discount of $93.8 million including the effect of transaction costs. It is reasonable 

to assume that if Cap Rock had consummated the purchase, there would have been efforts to 

recover the acquisition premium. 

. . .  
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Cap Rock was proposing to finance the acquisition n i t h  S 191 .O million of long-term debt 

at approximately 9.0 percent interest and the remainder with preferred stock with a 12.0 percent 

dividend rate. The transaction was subsequently cancelled n hen Cap Rock could not obtain 

financing. 

The proposed I’niSource Citi/ens trmsdction contrii.sl\ I-AL orably itli the Cit17ens~Cap 

Rock transaction Had the Commission approved the Cap Rock transaction, a financial burden 

may have eventually been placed on the AED’s rate payers related to CAP Rock’s high financing 

costs and 1 q e  acq 111 si t io n prein 1 uni The C n I So LI rc e/ C I t I 7cn 5 t ran sac t ion di m i n 1 sties s LIC h -1 s ks 

Furthermore. L iiiSource is an Arizona-based holding conipin> focused primarily on pro\ iding 

utility service i n  Arizona. Both Cap Rock and Citi7eiis nre b;tsed i n  other states. 

Another factor supporting the sale of the assets to LniSource is that since 1999, Citizens 

has been trying to exit the electric and gas business. Its primary focus continues to be 

telecommunications service. In contrast. UniSource continues to focus on and expand its energy 

service 

The rest of this report will further detail, explain and support the various sections of the 

Settlement Agreement. Staff strongly believes that i t  is in the public interest for the Commission 

to adopt the settlement agreement and approve the three applications at issue. 

. . .  

. . .  

. . .  
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GAS RATE CASE ANALYSIS 

Major Agreemen,; Reached with Regard to Citizens Arizona Gas Properties’ Base ant 

Purchased Gas Adjustor Rates 

The major elements of the Settlement Agreement affecting Citizens .4r i~ona Gas 

Properties’ regulated retail rates and books of account inclutic Iliz folIon ins: 

In August 2002, Citizens filed a Gas Base Rate Application lvith the ACC lvherein i t  

sought a $21,005,521 annual increase, or an overall a\.erage illcrease of 28.9 percent. 

Pursuant to the Settlement Agreement. base p s  rate\ n 1 1 1  increase 5 15.101.276. L h ~ c h  

equates to an average overall increase of20.9 percent 

0 UniSource negotiated a purchase price that was 530.7 million below the net original 

depreciated cost of Citizens’ Arizona gas properties included Lvithin the December 3 1,  

200 1 Test Year end rate base, resulting in a n q a r i i v  cicqiiisition ricfjiistmwt. The 

settlement rates pass on all savings from the negotiated sales prices to Arizona retail gas 

ratepayers. in the instant case. as \vel1 as all fiitiire rate cases unt i l  siich time that the 

negative acquisition adjustment is fiilly amortized. 

0 The settlement rates incorporate a $10 million write down to gas plant in service 

attributable to the Build Out Program. This noted $10 million write down to gas plant in 

service is separate and distinct from, and above and beyond, the negative acquisition 

adjustment described in the previous topical point. Like the negative acquisition 

adjustment, the $10 million write down to gas plant in service attributable to the Build 
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! 
Out Program represents a pet-ninrietzt write do\\ 11 to plant in service that will result i n  

savings in future Arizona gas base rate proceedinss as well as in the instant case. 

I 
0 Base rates will not be changed for a three-year period barring a )  an eniergcncy condition. I 

or b) a material cliangt: in cost of sen ice  nttxi 

be>ond the control of L‘illSo\Il-ct: 

);It. to ‘i select set of’ a e n t s  th;it arc 

I 

I 

0 The h s e  rate increase is being proposed to be spread evenly anions all retail rate classes I 

Further. for residential customers. the customer < i ‘ L i r p  is being estahlished at  T 7  00 [Y-I 

month. While such change represents a fair14 significant percentqe Incredsc‘ fi-om the 

current monthly customer charge ofSS.00 a inontli for the Kc’orthern Ar i~ona  Gas Dik ision 

(“NAGD”) and $5.26 for the Santa Cruz Gas Di\ ision (“SCGD”), it  is significantly belo\\ 

the Citizens-proposed monthlq charge of $10 00 ;vi month. as ne11 as Ci tmns’  cost-of- 

service justified customer charge of $15.99 per month. Further, rates for the NAGD and 

the SCGD have been consolidated for this case and ‘111 fiiture cases 

0 A new base cost of gas of $0.401) per themi is beins rolled into base rates. This 1:jrger 

base roll-in amount should produce lower future PGA factors and billing values nhile 

better reflecting higher recent and ongoing gas cost levels. 

In the 

undertaken, a 

ensuing sections, we provide a 

isting of concerns and issues ident 

history of events, a discussion of analyses 

Ged as a result of analyses undertaken, as well 
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as a discussion of why Staff believes the Settlement Agreement regarding gas rate and accounting 

issues is “in the public interest.” 

Gas Rate Case Background 

On August 6, 2002. Citizens Coiiini~iiiic‘itioiis Ccc,: , T ~ I ~ L  ( foniieri> Lnou n &is “Citizens 

Utilities Company”) filed a bnsr rate application W L I  <’ illcl-e‘lic‘ 411~011‘~ I-C\‘lll I1,lSt. Sd\ 

rates by S21,005,521. The requested increase equated to a i  LLerage o\erall increase of 28 9 

percent for all retail customers. Further, with its filing Citirens sought to combine, o1 consolidate. 

its Northern Arizona Gas and Sant‘i C r w  Gds Dir isions’ opt” ~ ~ l o n \  tor  r,i[c or t,ii-iIl’piii~ost.s 

The August 2002 filing \\‘as the first Citizens gas bast. rate filing made since October 1 S .  

1995. Citizens’ 1995 filing culminated in a relatively modest S2.7 million (6.0 percent) increase 

in the Northern Arizona Gas Di\.isiC>i:’s rates. Sig~il~iL~l~lti!. . diiring the tiearl) eipht->.ear span 

since Citizens’ last Arkon2 siis riie case, the Company in\.ested approsimatel?, F 133 million in 

gas plant. This significant investment in gas plant i s  the priniarq: contributor to the near-tripling 

of rate base that Citizens \\.as requesting Ivithiii its A u p s t  7 (  I( 12 rrite t i l i n ~  vcrsiis \,\ hat had IX?!? 

requested within its 1995 gas rate case. As discussed in a separate section belmv. the majority o f  

Citizens’ plant additions during the noted eight-year period is attributable to the Companv’s 

Arizona Build Out Program - a program designed to expand Citizens’ gas service to relatively 

remote, low density and high-cost-to-serve areas. 

Because of the size and complexity of Citizens’ 2002 base rate filing, in conjunction with 

other regulatory projects which were straining the internal resources of the Utilities Division 
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Staff, a request for proposal to undertake most major elements of the review of Citizens’ rate 

i filing was issued. Upon review and receipt of various bidders’ proposals to undertake the 

requested rate revien, the Utilities Di\ision Staff issued J contract to the consultifig firm of 1 

Utilitech, Inc Utilitech had undertaken the rate review of numerous Citizens rate applications in 

Ari7ona as \\ell as Hanaii throughout the 1900s The I tlli:5-ch contract \\.IS cimmled in e d r ] ~  

December 3(J(I2 n j  ‘- thz initid rz~ I C \ \  n ork ,ind issudiict‘ -,tibstCmti;ll disco\ ct ;\ coiiinicncing 

almost immediately upon contract award I 

On December 19, 7003. UniSource and Citizens ti 14 [hi‘ Joint Application \\ hicti 15 non 

the subject of this Staff Report. U’ith the filing of‘ the noli‘d Joint Applicat~on, Staff-s recie\\ 

(including the various analyses being undertaben by contrxtor Utilitech) N as modified an(j 

expanded to include consideration of how the Arizona properties’ gas cost of service might 

as a result ot &e LliiSource acquisition. Such tasks n ere undertaken in dddition to thc 

criginal task of determining an appropriate revenue level assming  continued Citizens o n  nership 

of such Arizona gas properties. I 

It should be noted that the acquisition of the Arizona gas properties is not envisioned bv 

UniSource to result in significant “overhead” or other “economies of scale” savings that 

frequently occur when utility properties are sold or merged with larger entities. To the contrary, 

as the “acquirer,” UniSource is a smaller entity than Citizens which has historically owned energy 

properties in a number of jurisdictions. There is expected to eventually be some savings from the 

operation of the contiguous electric properties - but these savings are expected to be relatively 

modest. Thus, the “savings” which UniSource projects, and which were incorporated within the 
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I 
revised and downwardly-adjusted Arizona gas base rate request included within the noted Joint 

Application, is premised almost entirely upon the reflection of the negative acquisition 

adjustment .4s noted previoclsly, the ne3atiL e acquisition adiustment has materialized as a result 1 

of UniSource’s acquisition of the Citizens gas properties s i ~ n i  ficantly belon the net depreciated I 

original cost book \.aliie. 

Summarv of Citizens’ August 2002 Base Rate Application 
1 I 

During the 1990s, Citizens filed several rate applicmons n , i th  the ACC to increase retail , 

.. electric and gas rates. Citizens’ rate requests could be b r n , i d l ~ ~  cliaracteri/cd ;is “;lzgressi\ e. 

typically proposing a significantly larger increase than i i l t i i i i ~ i ~ ‘ I >  proF ed to be j iistifieci. I n  fjci, 

through much of the 1990s, Citizens obtained through negoti‘ited settlements or ACC orders in 

contested cases, increases that represented a relatively small fraction of \ arious initial Citizens 

requests. L tilizing such historical Citireni; rate case rcsiilt\ ~1 ‘1 benchniark. the settlement r;ltss 

.. being recommended herein may, at first glance. appear “excessive. , 

Hone\  er. Citi/ens’ August 7007 gcis r‘ite ,ipplic,irioii c a n  he d ~ \ t ~ n a ~ ~ h a i  111 i ~ 3 ~ ~ .  

respects from the “typical” rate request undertaken throughout the 1990s Specifically. in the ’ 

August 2002 rate application Citizens has not reflected any of the following cost of service I 

positions that it frequently promoted, but failed to obtain ACC approval for, during the 1990s: 

Construction Work in Progress (“CWIP”) in Rate Base: Throughout the 1990s Citizens 

frequently sought to include CWIP within its rate base request. Such requests were made 
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notnithstanding universal rejection by the ACC. I n  the instant case, Citizens has not 

proposed to include any C W P  in rate base. 

I 

0 LL‘eather Nonnalization: Citi7ens typically did no[ post a eatlier tiomialiratlon“ 

Citizens in cases filed in the 1990s -- even thougli such adjustments \\ere rout111eIh 
I 

accepted by the ACC in Citizens as kvell as other Ari/ona utility rate orders. Citizens did 

post a year-end customer annuaiization in the inqrclni Lc i \e  - consistent \\ it11 prior \CC 

precedent. 

I 

areas or post-test year growth in revenues. In the instant case, Citizens undertook a better 

job of “matching” test year revenues and expense levels. 

Administrative Offices Expense: ‘Throughout the 1990s’ the ACC was critical of 

a) certain charges being allocated from Citizens’ various administrative offices, as well as 

b) the high level and seemingly duplicative nature of the various administrative office 
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expenses being assigned/allocated to Arizona utilit! properties. In  this case, Citizens did 

a very thorough job of removing adrninistratiLe office expenses that the ACC had 

previously disallowed, and furthermore, "capped" tlic rota1 administrati\ e office expense 

letel to the amount found acceptable iti the 1993 Jtitc' ( i i ~ e  i L  Si 2 m~/Iioti) In other 

nords, Citizens has capped its administrati\e ol'fic2s  mise to d le\ el found reasonable 

by the .ACC nearly a decade q o .  

0 Depreciation Expense: In the 1990s, Citimns ~cc~~s io i i a l ly  sought to ipzciwzse its 

In the ~iist,inr c'ise. C I ~ I / ~ I ? ~  

Further. Staff found the 

ell documented eniploving 

depreciation rates for energy properties onned i n  \ I  1 ~ 0 1 1 ~  

has proposed to r.nlrice its Arizona gas depre~i~i i io i~  rnles 

dcpreciation study presented by CitiLens in this ctiw to be 

assumptions generally thought to be reasonable. 

I 

In short and in sum, the Citizens application made i n  -1uFust 2002 I S  not "typical" of  the 

rate filings i t  made throughout the 1990s inasmuch as a much more balanced test year approach IS  ' 

being proposed. Further, Citizens incorporated many .AC'C'-adopted adiustments that I t  had 

routinely fought and lost throughout the 1990s. Thus. the r.ery significant increase beins 

proposed by Citizens within its August 2002 rate filing was being justified primarily by the 

significant dollars the Company had invested within the Arizona Build Out Program. Its 

requested increase was not being significantly "exaggerated' by reflection of the many 

adjustments it had previously proposed - and which the ACC routinely rejected - in rate 

applications occurring throughout the 1990s. 
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Arizona Build Out Program 

As noted previously, the investment which Citizens made in tL,e Builc Out Program over 

the precious eight years was, by far, the largest element cirii.ing Citizens' significant gas rate 

request. In oi-der to understand the Staffs  view of the Settlt'ment Agreement, i t  important to 

understaiid the liistory and experience of Citizens' ,4rizona Build Out Program. 

Thus, by u a y  of background, in 1991, Citizens acquired the Certificate of Conveniewe 

and Necessity and natural gas transmission and distribution facilities in Northern Arizona from 

Southern I.-nion Compan)j. In Decision Xo. 57647. the ACC' :ippro\.ed the asset purchase si ;bject 

to certain restrictions and obligations that i t  placed upon CitiLcns. These included a requirement 

that Citizens submit a long-term plan "of at least fiT:e years" to the Director of the Utilities 

Division concerning extension of service in the certificated area, and an obligation to extend gas 

senice to areas Lvliere "it is economically feasible to do so. .. 

In 1993, Citizens filed a general rate case application that includcd a "1093-1997 Bulld 

Out Plan" n herein Ci tmns  proposed to spend approuimatel! $5.7 million in capital improt ements 

over a five-year period in order to ultimately extend sen.ice to an additional 20,000 potential 

customers. The plan included reinforcement of the existing infrastructure for the then-current 

customers, as well as the necessary expenditures for pipeline mains and service lines to extend 

natural gas service to homes and businesses in portions of the Northern Arizona Gas Division's 

service area that did not have service. At that time, Citizens estimated that the required 

expenditures would more than double the Company's investment in gas plant facilities in 

Northern Arizona. 
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Within the 1993 rate application, Citizens requested unique rate treatment that would 

allow it to surcharge customers taking service in previously unserved areas. Additionally, 

Citizens sought unique accounting authority to defer or capitalize carrying costs on portions of the 

Build Out Program investment e\.en after elements \\ crc placed into s e n  ice. lL’ith minor 

exception, the ACC authorized Citizens’ surcharge and accountin? authority rcqiiests. 

In 1995, Citizens filed its next general rate case application for the Northern Arizona Gas 

Division. Within the 1995 rate filing, Citizens described the status oAr the Build Out Program, 

including some of the problems being encountered. Citi/ens iiidicated n i t t i in  the 1 W 5  llling tha t  

i t  remained committed to the Build Out Program, but that completion of  the program nould bc 

delayed until at least 1998. 

The 1995 general rate case n as finalized n i t h  a settlcmcnt agreement bctneeen Citizens. 

the Arizona Corporation Coniniission Staff, the Residential Ctility Consumer Office, and the 1 

Arizona Community Action Association The Commission i w e d  Decision \o  59875 approbins 

the settlement agreement. Neither the settlement agreemen: nor the Commission Order nlade an?. 

reference to the reported status or announced extension of the Build Out Plan. The decision did 

require that the surcharge established within the 1993 rate case (Decision No. 58664) should be 

revisited within Citizens’ next general rate case, but in any event, should not continue beyond the 

completion of the Build Out Program. As the Build Out Plan proceeded, the delays and 

difficulties experienced in extending service continued and the Program extended well beyond the 

anticipated 1998 completion date projected within the 1995 rate filing. 
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Several important observations should be noted it hen considering the history of the Build 

Out Program and the ACC’s actions regarding such program: 

I 
0 The concept of  the Build Out Plan \\as initial1L supported by the ACC \ \ i t h i i i  its Order 

iippro\ ing the Citirens acquisition of the Sciiti 

properties \ 1 n 1 n  thc 1003  rate c c w  Order. cBucJ\~-i  

No. 58664) Lvhlch approved unique rate and accoLinting treatment for the capital intens11 e 

consiruction program. 

I 

I t  n a s  a y l n  e n d o r d  b\  the ACC 

CZ’hile the AC‘C was initially and subsequent[> stippoi-ti\e of a BuId Out P ~ ~ ‘ ~  i t  \\‘is 

aln ays Lvith the understanding and intent thal consti-uctioii program cost to s e n  e IIC\T. 

I 

customers/areas should not be heavily subsidized b~ .‘existing customers.” 

The Build Out Program occurred at a much sloner pace. and at a much higher cost. I h m  

what \\as originally anticipated n h e n  presented to the ACC h>  Cit:re*;q i n  Dockst 

No. 58664. 

I 
I 

Observing the tremendous investment that Citizens had made in the Arizona Build Out 1 

program, and the significant impact that such investment was having upon the cost of service 

which the Company was presenting within its August 2002 rate application, the Utilities Division 

Staff undertook an investigation designed to answer a number of questions and concerns, 

including - but not necessarily limited to - the following: 
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1 .  How does the final cost of the Build Out Program coinpare to the original estimates 

presented to the ACC in the 1993/1994 time frame? 

3 .  Of the major causes of the Build Out Program cost 

control of Citizens? 

i’ri-tin. hon iii,iii~ 11 ere m i thin 111c 
I 

6. Did it remain “economical” to sen  e neu territories en the h i ~ l i e r - t h a n - o r i ~ i n ~ ~ l l ~  

projxted Build Out Program costs’’ 

I 

I 

7. Will Citizens customers taking senice prior to the Build Out Program enti up s~grzqicnrzrh , 

subsidizing newly acquired customers taking service in previously unserved territories? 

In an attempt to answer the above-listed as well as other corollary questions, numerous 

written discovery questions were submitted, numerous Build Out Program studies and documents 

were reviewed, and two separate interviews with Citizens’ NAGD Vice President and General 
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i 
Manager, Gary Smith, were undertaken. S e i  era1 important onsen ations n ere made as a result of 

this review process. 

I 
I 

First. by and large, the significant cost o\-enuns inctirrcd \\ere as a result of a combination 1 
I 

of  e\ ents ~ncluding 1 ) iinderestim;ltion of costs oriyiici"% 2 )  nsn 

ent ironmentcd ret .  itions m d  nz\\ go\ ernnient,iI consti-uciloil I qulrements. not 11.1 st'fect dt tile 

outset of the Build Out Program, dror e up construction costs significantly from that originall> 

projected, 3 )  unforeseen rock caused the installation cost> to be multiples of that i i i i t i d l ] ~  

mticipated tbr certain areas of the Build Out Program. 4 I t bec am e r esp on s i 17 I c' 1i7 r 

installation and maintenance of sert ices located on custonic'r \ property [at the time the Build C_)tlr 

Program was first contemplated, customers r\ ere responsible for the installation and cost o r  

services located on customer property] and 5 )  changes in n9ht-of-way requirements not in effect 

,it the outset of the Bii,;J C\Lt t  

> I  Zsented to the ,-'ICC, 

I 

, 

o ni p an 

In addition to costs not foreseen at the outset of the Build Out Program. the econoniics of '  

the program ha\e also suffered as a result of fe\t,er customzrs signing up tbr senice i n  ne\\ 
I 

service territories, and fewer conversions to natural gas sen ice from electric or propane sert ice. 

than was originally envisioned near the outset of the progani. 

In general, Staffs  investigation has led to a conclusion that the cost overruns experienced 

were largely out of the control of Citizens management. The one possible exception to this 

conclusion is that Staff questions whether additional geological surveys should have been 
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undertaken prior to embarking upon construction in  areas that ultimately contained sigiiificant 

amounts of rock that had to be sawed through at extremely high costs. 

While not highly critical of the cost o\  ernins e.tpeiii.nccc1. Staff’s in \  estiption has lead to 

significant concern regarding Citifens’ tlilure to re-eL J I ~ I J ~ C  the economics of s e n  in2 c e r t ~ i n  

nen territories ‘15 i t  e.tperienced chmging high cob: GO\ eiiiinen~il m c i  c n ~  i i o i in i~ ‘n~~~i  

requirements, and as i t  experienced installation costs niuch higher than origindllq projected ;is ;1 

result of hitting rock that had not been anticipated. Specificdlj. the Staff is criticdl of Cititens for 

not re-ecalu‘iting the Build Out to the Pinetop-IAeside ( .~tiip I erde ~ n c i  the L I I I J : ~  of  O,d, 

Creek coiiini~inities ‘1 

significant discount to book value, irr id  i f  UniSource had n o l  ‘igrecd to pass such purchase price 

savings on to retail gas customers, it is almost a certainty that significant issues ngould ha\ e been 

presented to this Commission i n  the Citicais g ~ s  i d e  C A \ ;  2 :  xdins thc C L \ ~ N ~ J I I \ ’ S  dzciilotl t k  

proceed ni th  the Build Out Program i n  certain Iii~li-cost-t(?-ser~e areas i i i  the face of niucli- i 

higher-than-originally-forecasted capital costs and I O U  er-th,iti-forec,isted-cListoili~r gron t h  

If Citizens had not sold its Art/oiiLi y b  properticb to L iiiSourcz 

~ 

I 
1 

i 

As previously noted, UiiiSource negotiated a purchase price for plant in  service being 

acquired which is significantly below the net plant in service value included Lvithin Citizens’ 

proposed gas rate base. While one will not obsewe any connection between the $30.7 million 

negative acquisition adjustment and the cost overruns of the Build Out Program in the 

UniSource/Citizens Asset Purchase Agreement, in the view of the Utilities Division Staff, the two 

events are very much connected. Specifically, the Staff notes that throughout the 1990s utility 

properties were typically sold at a significant premium above net depreciated original cost book 

I 
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I 
value. Further, in those cases, the acquiring utilities frequently sought direct or indirect rate 

1 recovery of theprernizrm they were paying. 

UniSource's acquisition of the Arizona gas propci-ti 2s (it ( I  discoioit t o  t ic ' [  clcpr'ecintcd 

origitrirl cost hook iuliie is 1 ery unusual 

ttegmil P t i(  qirisrtiotr crd j l i r i t i i c f i i  i t i  t-(iic' h l ihc '  it1 ilii i Lit iJ  I 

III,OJIII ~ r r i i r s i i n l  ds, III 

the collectixe minds of UniSource management, related to R u I I J  Out Program cost overruns is not 

hnomn herein 15 [licit 1 1  h~.lrc\ ei; thc 

negati\ e xquisition ddjustment should be considered A  ins ;itti-ibut&ie to the Build Our 

Program cost overruns. In other words, the negatiL e acqulsilioii 'idjiistment for the gCis properties 

Further. L'niSoi,, i', ' scttleinent propos,il t o  i x ~ f 7 ~ c ' i  illL> 

Whether or not the discount to book L ?lue x b i e ~  ed i n  the purchase price 

1\ licit the Ltilities Lhbision Staff ~ ineq i i~~oc . i l i~  

can be viewed as the equivalent to a "rate case disallowancc" th'it may have occurred had Citizens 

continued o\\ning the .4ri/ona gas properties and the ISSLI?  + *I>: "~mprudence" n f  the decision tp 

continue the Build Out Program in the face of changing conditions had been presented n i t h i n  the , 

CitiLens rate case filed with the ACC in August 2002. 

' 

While the Utilities Division Staff was cognizant of. and indeed appreciative of. 1 

UniSource's voluntary reflection of a $30.7 million perinarierit negative acquisition adjustment in 

the current as well as future Arizona rate cases, it did not immediately accept such adjustment as 

the appropriate and only equitable remedy for the Build Out Program cost overruns. To the 

contrary, the Utilities Division Staff negotiated for another $1 0 million permanent gas plant 

disallowance attributable to the Build Out Program. This further permanent Build Out Program 

disallowance is described within Paragraph No. 36 (b) of the Settlement Agreement, 
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Thus, between UniSource's voluntary reflection of'  a S30.7 million pcrtizurzent negative 

acquisition adjustment, and the Company's further concession as discussed at Paragraph No. 36 

(b) of the Settlement Agreement to another $10 million \\rite do\\n of Build Out Program costs. 

rates are being established under this Settlement AgreeiiicllL b;lsed t i :  an a pl,mt i n  sen ice  value 

1 
I 
1 
I 

1 
that is inore than $40 million under that nhich \\ as reflec:a! "i 1111111 Citizens' rLite base proposal 

embodied L\ i t h i n  its August 2002 rate cipplicat~on 

I 
Before leaving the topic of the Build Out Program-reldted write doikn and the negatite I 

acquisition acijiistnient. a brief discussion of the accountinir m d  future r,ite inipxt  o f  thew 

transactions are i n  order. First, as discussed u it11 Paragraph L o  -35 of the Setdcnicnt 4greenieni, 

the negatibe acquisition adjustnient 15111 be initially recordd ithin FERC r\ccount ho. 1 ll-GLis 

I Plant Acquisition Adjustments. After the transaction is completed, the balance in FERC Account I 
Yo. 114 \\ i l l  be transferred to FFRC account No 1 OS i:lLited Pro\ i j loi1 for  Deprecutlon 

of GasiElectric Utility Plant. The Company will t k n  establish separate sub-accounts to FERC 

Account No. 108 to record an allocation of the total ne:atl\e acquisition dlustment to each 

FERC plant-related account. The ainorti7ation of the negaLi\ e acquisitioii a d ~ i : ~ t n i e n t  sh'ill be 

recorded as a debit to FERC Account No. 108 and a credit to FERC Account No 306 - 1 
I 

Amortization of Gas/Electric Plant Acquisition Adjustment. The credzt amortization to Account 1 

No. 406 represents a negative expense. Inasmuch as the original cost of all electric and gas plant 

in service will remain in FERC Account No. 101 Gas/Electric Plant in Service, and be depreciated 

over the life of such plant, the negative amortization expense recognized in FERC Account No. 

406 will exactly offset the related depreciation expense on original cost gadelectric plant found in 

FERC Account No. 101 and being charged to FERC Account No. 408. The net result of this 

-I 
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acquisitioii iidjustment will be reflected as a rate base redirctiori in all future rate cases until such 

1 With regard to the $10 million prudence disallo\vancc: related to the Build Out Program 

discussed ,it I’,iray-aph ho .  -36 ( b )  of the Settlement Agrmneiit, UniSource has agreed to a 

permanent \\rite donn of the S I0  million disallowance d i r c ~ ( I >  against original cost p lmt  III 

I senice The noted \\rite donn directly to plant in senice n i l 1  ensure that ratepdqers m i l l  neler 

pay a return on, or a return of (i.e., depreciation), such permanently disallowed plant amounts. 

Several important points regarding the Build Out Program should be summarized and 

emphasized. A s  noted, Staff is critical of Citizens for proceeding mi th  the build out Lvithout 

further stud?, to certain areas that turned out to be estremel!, high cost to s ene .  I-Io\\\-e\.er. I~ I :~ I I J .  

of the construction projects included \vithin the Build Out Program n.ere incurred to s e n e  

territories for  u*hich Citizens nlrcnd~) hod titi ohligntiori to scn’e. Further, some of the pipe 

installed served a dual purpose of reinforcing existing service territories as well as enabling 

growth to previously unserved areas. If the Settlement Agreement is not approved, and if the 

Citizens August 2002 rate filing is litigated under a continued-Citizens-ownership scenario, it 

promises to be a complex and highly controversial case. Staff will have some legitimate 

criticisms of the Build Out Program to present. Conversely, Citizens will argue that prior to, and 
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during the Build Out Program, it  had ACC support - if not dn ;ICC mandate - to go forward with 

the program. Further, since as noted, some of the pipe installed served the dual purpose of 

reinforcing the existing system as \vel1 as facilitating gronth in new areas, quantification of a 

midence" disallowance \ \ i l l  prove some\{ hat subjective and no doubt highly definite "in 

controversia 

difficult 10 

In the final analysis, Siven the history and t;lcts surround in^ the program. i t  IS 

en \ I SI on dll * *  111) prud cnc e-  dl SdI 1 o\\ anc e I!. '(1 i' 1 'I c 0 I1 t I l l  LKd - c I t 1 LCllS-O\\ 1lC rsh 1 p 

scenario that will approach or exceed the cumulative value o f  thc negative acquisition (i.e., $30.7) 

million urzti the additional S 10 million prudence disallowance considerJ in the development of 

the settlement rates. For this as ne11 as other reasons set ik7r111 throughout this report. the Staff 

strongly recomniends that the Commission adopt the Settleincnr .-\greement as presented. 

Other Cost of Service Adiustments 

Within the Joint &Application filed by Citizens and L'!ijSome on December 19, 2002. 

among other things, UniSource proposed to increase annual Arizona base sas rates by 

S 16,64 5,370. or some 22.92 percent. Thus. the UniSource proposed increase was significantly 

less than the Citizens filed rate request of SZ1,005.52 1 .  The largest adjustments posed bv  

UniSource within the cost of service i t  presented within the December 19. 2002, Joint Application 

to arrive at its proposed $16.7 million increase was the noted S30.7 million negative acquisition 

adjustment to rate base, as well as the attendant reduction in depreciation expense on the negative 

acquisition adjustment ($827,246). However, other smaller rate base and operating expense 

adjustments proposed by UniSource within the December 19'h Joint Application have also been 

incorporated within the agreed upon gas cost of service used in establishing the stipulated rate 

increase. Briefly, we identify and describe the need for such other minor adjustments. 



I 
I 
I 1 

2 

3 

4 

5 

6 

7 

8 

0 

10 

1 1  

12 

13 

14 

15 

16 

1 7  

1 E  

1s 

2c 

21 

22 

23 

Staff Report I 
Docket Nos. E-0 1 O3X-00-007 1 ,  et al. 
Page 23 I 

I 

~ 

First, the Accumulated Deferred Income Taxes itxorded on Citizens' balance sheet as of 

the end of the 2001 historic test year have been eliminated from rate base consideration in 

developing the settlement rates. Upon consummation ot die purchase, there ~ 1 1 1  initially be no 1 

difference between "book" and "tax" plant records 

mhich are on Citizens' books and records n i l 1  be ekti"-  j1-h.xi iipoii conzplction of the cale 

v, 111 not be transferred to L niSourcc 

Hie \ccuniulated Deferred Income Takes 

,iiiil 

L t -  iizccss'ii-> m d  cqiii~d31c LO ~111i i i i i~ i tc  Accordingl~. 

I this iten? from rate base consideration in the instant c'il: 1s UniSource begins to depreciate its I 

acquired ut,lity plant for tax purposes at an accelerated p x e  to that being recognized for book a11cl i 
regulatory purposes. this rate base ot'fset ~ ~ 1 1 1  again bc -~:Lmlished and procecti 10 g o n  In F*ti!r: 

rate cases, the Accumulated Defcrred Income Tak b L l l L i n L ~ <  ,iccrued upon L nihurct . ' . ;  hooks ~ 1 1 ~  

I 

records will again be reflected as a rate base offset. 

Second, in its August 3003 rate application. 2"s had proposed to iit~lire the Gains 01- 

Sales of two of its Arizona office buildings as a rate b c i j ~  offset Further, consistent \ \1 th  pdqt 

ACC precedent, Citizens proposed to amortize one-ha1 t 01' the gains froni edch s'ile or cr a I i L  t' 

year period. Inasmuch as these "gains" haLe not b:,,, ':-,tnsfened to I n~Courcc throuyh th:  

purchase transaction, such Gains on Sale have been rc ino~ ed from rate base and operatine incomc 

development employed in the design of  the settlement rates being proposed. 

' 

I 

Third, still with regard to rate base development, UniSource had proposed to eliminate the 

"negative cash working capital" allowance that had been reflected within Citizens' rate base 

proposal. UniSource argues that following the acquisition, it will - at least for a while - have an 

investment in working capital that Citizens did not. This UniSource position is questionable and, 
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I 

1 

i in any event, probably temporary. Staff challenged this adj iisiiiient in  settlement discussions, but 

ultimately did not oppose its recognition in light of the immateriality of the item and in 1 
I 

i recognition of the "overall" benefits of the settlement proposal. 

Fourth, UniSource t oluntarily remot ed the miorti / J I ~ ~ ~ I ~  of  gas rate cLiw s\pt.11jc th,it h,ld 

1 iiis 5 1 O i . i i 0 1  I r:iluction ;I-, been rctlected \t it!iin Citirens' proposcd cost o f b L L  

expense has also been reflected within the settlement rates bc.iiig recoinnicnded herein 

' 2  ti ' \  L , ~ ~ l ~ t i i c i i t  

Fifth, the net ret enue reduction resulting t'rom nthc: '(iliiitiiicnts discu.;si.d ,hi\ c' A I W  l ltlti 

This retltiction rc!iLlcLcd   ti thin 1 niSourcc 5 Dcccnil7cr a corollary effect on bad debt expense 

19Ih Joint Application is also reflected ~t ithin the settlement I ,itcs b a n g  recommcnded herein 

proposed by Citizens M. Ithill I:> Aiigiist 2002 rate application While the "at'ter-La\'' rate n htch 

UniSource has proposed (9.05 percent) is slightly higher thiiii the "aftt'r-ta\," rdte Includeti \\ lthlrl 

impact basis, UniSource's cost of capital proposd results In a IoiLer. ret enue requirenient. as , I 

I 

I , 
illustrated in the calculations below: 

. . .  

. . .  

. . .  

. . .  

. . .  
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Citizens’ Cost of Capital Proposal 

- 
I I I B e fore- Tau I 

I 1 
I Description , Ratio Rate I C O S [  Factor COC , 

~ Capital 1 Cost 1 Weighted Conversion ~ Tax 

I I I 

UniSource’s Settlement Cost of Capital 

.As can be gleaned from the table aboLe, Citirens‘ Iilgiicr equity ratio dssumptlon ~ LL i t h  115 

attendant tax ramifications - causes its proposed “true” or “before-tax” cost of capital to be higher 

than that being uti l ixd in the development of rates being proposed t$ithin the Settlement 

Agreement. Further, we note that Citizens had lowered the conimon equity return that it thought 

to be justified in light of the significant increase it was requesting within its August 2002 rate 

filing. Specifically, Citizens presented testimony that purported to justify a 12.0 percent return on 

equity, but reflected only an I 1 .O percent return on equity within the development of its retail cost 
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of service study. As noted on the table above, the Settlemsnt Ageenient rates continue to reflect 

the 1 1 .O percent return on equity first proposed by Citizens. 

E!'trlier. i t  \Las noted that Citilens' August 2002 ralc Lippiication 

than t h w c  L\ hich the Companj had proposed throughcti~ the 1000s 

\ oluntaril> abandoned many issues and posted m a n y  :i~ijii~ti~ieiits that 
I 
I prior Arizona rate proceedings. Thus. i t  is fully expectt.d tha t .  but for the Biilld Out Program 
I 

I issues, relative to Citizens cases litigated during the 1990s. there ivould be far fen er issues. it11 

The Utilities Division Staff considered the presentation of a number of smaller dollar 

[io\\ e\ c'r. i~I\im,itel> the 1- \ilitlei reLenlie requirement issues i n  its negot1,ttions \\ Ith CitIc_cnz 

I Division Staff determined. and is stronzly urging herein. tli'it 'idoption o f  the one siipi  ficant 

p,ennu/ictif $ 1  0 inillion Build Out Prograni adjustment 111 ~ i f 1 . 1  o f  3 snia11 number- of one-t~nic or 

case-specific adjustments be accepted i n  the intereit of I - C J C ~ ~ I I ~  .I ~ot'il 01 

rates, as \\ell as other elements of this multi-faceted agreement As noted \\ i t h i n  the prior section. 

the gains for ratepayers vis-a-vis reflection of the negatike acqiiisition adjustment and the S 10 

million Build Out Program prudence disallowance represent significant permanent savings for 

ratepayers that Staff does not believe is likely achievable in a rate case under a continued- 

Citizens-ownership scenario. 

. . .  
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Rate Spread and Rate Desien 

The rates being proposed for each affected gas rate c l m i  are reflected on Appendix B - 

Schedule 3 to the Settlement Agreement. The rate increase ~i .IS spread to rate classes on the basis 1 
of total retail gas revenues - inclusiLe of purchased gas cn\ l  This rate y7re.d I S  s l i ~ h t 1 ~  morc 

3. beneficial to residential users than nould be a rate spread b , i ~ d  upon "i ion-ip cost re! enues. 

b 'e  also note that the Settlenieiit Agreement pro\ ldcj for a uniform set of base rates to he 1 

applicable to what was formerly the Northern Arizona G'is m c t  Santa Cruz Gas Ditkions.  The 

incorporatcd n-ithin Citizens' August 7002 rate applicatioi:. :?>: consolidation OI' lari l'lk h;iii ~ I i c  

impact of slightly lo\\ering the increase that nould h a \  c' bcen generated i n  the S m t a  C' IW 

Division on a separate cost of service basis. In other word?. i f rates n-ould have continued to ha1 c 
I 

been based upon separate diLisiona1 cost of senice stiidlc. ' '>c Smta Crur DI\ iiion i \ o u l c i  h c i 3  : 

receiked a slightly higher rate increase in the instant case Lnder the settlemcnt rates bein5 

proposed, L'niSource \\ i l l  absorb the slight re1 enue .;hoi-tthll bet\\ een the r econimeiicicii 

settlement rates and the rates that ~ o u l d  hd\e been designed lor Smta  C'rur on J di \  I , l o i i c t i  b ~ c ~ ~ ~ L i  

alone cost of service basis. I 

Under the settlement rates being recommended for approval, the residential customer 

charge will be raised from the current Northern AGD $5.00 per month charge and current Santa 

Cruz AGD $5.26 per month charge to $7.00 per month. Citizens had proposed a residential 

customer charge of $10.00 per month, and had presented unit cost of service study information 

which purported to show a cost-justified residential customer charge of $15.99 per month. We 
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further note that the residential customer charge being cstciblished pursuant to the Settlement 

Agreement is somewhat below the current Southwest Gas Company customer charge of $8.00 per 

month. I 
I 

I 
We also note that the current SCGD re~identi~rl W L  ~ i i i d l  con-uiicrc1~~1 tmf‘f‘s ciiiplo> .i 

cornpie\ rn~~l t~-s tepped  coiiiiiiodit> I J ~ C  L nder the propo~, ,  .!I 1 I’t: tlic ~ i i i i i t i p l ~ ‘  coiiiiiiodit> step., 

will be replaced with one flat commodity rate The i~np,~c.r of  collaps~ng the multiple stepped 

commodity rates for the Santa Crur Gas Division is that some extremely Ion voluine gas users 

1 

I 

n i l l  eiperieuce m tncrcase that IS higher than the oLerai1 ‘ i i  i‘i ~3 .e  incre,isc helns e\perlcnceri hx 

the entire residential rate class. Honeber. the Settlement \si cciiieiit p i d ~  ides [hat the C’XKkL 

discount program will be made available in the Santa Cruc ‘3‘1s Division for the first time. Thus. 

to the extent the low volume users require financial assrst,~rice in paying their utility bills. the 

C’ARES program n.ill be available to them. 

The Small Volume Comniercial monthly customer chxge  is being raised fi-on1 S7 .50  to 

$1 1 .00. Citizens had proposed that the Small L’olumi. (’onimercial customer charge bc 

established at $13.00 per month, and presented cost of s e n  ice studies that indicated that the Small 

Volume Commercial monthly customer charge should be S 16 16 per month. 

Purchase Gas Adiustor (“PGA”) 

As noted within Paragraph No. 26 of the Settlement Agreement, the cost of purchased gas 

being rolled into base rates for all Arizona gas properties is $0.400 per therm. Inasmuch as base 

rates for the Northern Arizona and Santa Cruz Gas Divisions are being consolidated, i t  logically 
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and consistently t‘ollows that PGA base gas costs should be implemented on a consistent Arizona- 

wide basis. Further, Citizens’ projections reflect no si~nificant difference in the expected 

deli\,ered cost of gas for the two systems. Finally, while purchased gas costs have been volatile 

and difficult to predict, the $0.400 per therm roll-in price appears to be appropriate. or perhaps a 

bit coiisei-~ a r l \  e. LI hen compared n it11 recent actual gas pres evperience as I\ ell as predicted 

I 

surcharged or credited with implementation of a PGA factor. I 
PGL4 Bank Balance 

The Settlement Agreement establishes lvithin P a r a ~ p p h  No. 36 (a) that the Commission 

will not challenge the Company’s gas accounting and procurement practices affecting the PGA 

bank halmce euisting on or bethre October 20. 20(12 ’ {(>\\e\ er, recent 2nd ongoing ~ J S  

purchases, as \\el! as the Company’s procurement practices. rcmain subject to ACC review. 

Revised Line Extension Tariff and PolicL 

Appendix D to the Settlement Agreement reflects the re\ ised Line Extension Tariff being 

proposed by the parties Ci t i~ens’  currently-effective Line Eltension Tariff pro\ ides for a 100 

foot allowance per potential new customer for main extensions to be installed at the Company’s 

cost. Specifically, under the current Citizens Line Extension Tariff, if more than 100 feet per 

customer is to be installed to be able to serve a new area or subdivision, the customers are to be 

assessed a prorata charge for the new main line based upon the number of feet needed in excess of 

the 100 feet per average customer that is being installed at the Company’s expense. Additionally, 
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the existing Line Extension Tariff pro\ ides that the Compmq i l l  install the gas service line from 

the distribution main to the customer's property, and up to 60 feet on the Company's property, at 

its expense -- regardless of cost. Further. to the extent a customer requires more than 60 feet of 

senice line to be installed up his property. such service Iinc installed in ekcess ofC~0 feet w i l l  be 

reimbursed by the customer at a cost r'ttc of SS 00 per foot 

The proposed Line Evtension Tariff shomn on Appendi\  B limits the Company's main 

extension cost to 30 feet per new customer agreeing to utilize a gas ho' v ater heater or a furnace. 

To the eytent that more than 30 feet 0 1  main eutension is 1i 'c iLl t i t 'Cl .  the customer \ \ i l l  bc 'isscssecl ;f 

charge for the cost of the main extension i n  order to niithc thi. in\estment "econoniic" rrom the 

Company's and existing customers' point of clew. The proposed Line Extension Tariff also 

provides for new customers to pay the cost for the service line installed by the Company on the 

customer's property The pro\ ision' in the proposed L i c 2  1- \tension -Tclrlff hetter eiisLire th,lt 

existing customers will not significantly subsidize the higher costs being incurred to s e n e  new 

customers. Further, the Line Evtension Tariffs being proposed n ithin the Settlement Xgeemeiit 

is \ery similar to the Line Extension Jariffs approLed b; tliri Commission for Southnest GC1s 

Company . 

. . .  

. .  

. . .  

. . .  
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I 
I ELECTRIC PURCHASED POWER AND FL k d l a  .-IDJUSTOR CASE .ANALYSIS 

I 
I iClaior Agreements Reached with Regard to Citizens Arizona Electric Properties 

I The Settlement ,L\greeiment provisions which \\ $ 1 1  substantially affect the . E D  custon1erj 

15 hen the) become customers of the UniSource electric ),idiar> ("EiwCo"\ '11 c' 

I Customers wil l  not see any increase i i i  the PI'! IC rate from the portion of the iindcr- , 

recc/rrered PPFAC balance related to the Old Contract ($87 inillion plus requested carryincr I 

costs) because I_ niSourcc and  Citifens \ \ i l l  

amount. 

I 

1 '  their r i d i t s  to 1'11, \ i i i [ ier-rcc(\  

Customers will also avoid any increase in the PPI-' I C  rate costs resulting from the 1inde1- 

reoo5ered PPFAC balmce related to the \: i i ; tnt rxt  (5-4s niillion pl i l j  recliicsia: 

carrying costs). These costs have accumulated since the time the Nect Contract Lfent into 

effect (June 2001) and \$i l l  accumulate LIP to tlic date of closinz of the asset sdc. 

CniSource and Citizens ha\e  asreed to forfeit ( i l l  

i 

' 

~ h t s  to this amotint 

Customers will enjoy long-term reductions in or acoidance of rate increases based i~poi-, , 

the permanent reduction to the electric rate base in future rate cases due to the negative 

acquisition adjustment of approximately $93.8 million. 

' If closing occurs after July 28 ,  2003, this amount \vi11 be larger than S38 million. 
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I 0 Customers will experience stability in power costs lor the nest fi te years (the remaining 

life of the New Contract). 

0 Customers will have the ability to choose alternai\ c poncr suppliers i n  less than t i \ o  

>ears because the Settleinent Agreement i-equircb i h ~ :  :he s e n  ice tei-riiorizs for the prebwr 

I 

0 If customers find lower alternative power prices. the! n i l 1  be able to benzfi: from those j 

prices I\ ithout the F-riirden of stranded cost? 

0 An incentive in the Settlement Agreement provides for electric customers to recei\ e S I X Q  

(60) percent of any savings as a result of any successful renegotiations with Pinnacle West 

C'ipital Corporation (''Plk C C") i~f' the UC.L\ C oiitr'icL 

0 The increase in electric rates n i l 1  reflect only futiirc iictiiril pon er cost<. resulting 111 a n t . 5 1  

adjustor rate of S0.01825 per klVh. 

In Summary, customers will be better off under the Settlement .?iyeement than tinder an! j 

of the expected outcomes of the PPFAC case. 

Electric PPFAC Case Background 

The Settlement Agreement and acquisition by UniSource of Citizens electric assets will 

resolve all issues from Citizens' PPFAC case, Docket NO. E-010326-00-0751, in which Citizens 
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requested niajor changes to its PPFAC. Citizens had ort~iii:illy requested full recovery of the 

under-recovered balance for purchase power costs that TI tizens incurred. These costs were 

main14 due to a contract signed betneen Citizens dnd APS 111 1995 (hereinafter referred to as the 

Old Contract). Citizens had requested a rate increase to 2ollect the undcr-reco\ ered balance 

(appro i im~tc l j  SS7 niilllon as of .Iune 3001 ) o \e r  a s c \ ~ :  - i‘ir period Citi/ens ,ilso requestcd 

ile~oll‘ltcci bet\\ ecn Lincllt th‘lt \\ 

Citizens and PWCC effectiLe June 1 ,  2001 (hereinafter rctcrred to as the Ne\\ Contract), plus a 

SIX (6 )  perccnt carrying charge for the under-recokered baimce from the Old and New Contract. 

I his tot,il iinder-reco\ery I S  prolected to he ‘11 Ie‘irt 71 ;< ~ ~ i ’ l i o i i  h! l u l \  2 5  200 ;  In ‘i(!dii ip- 

Citizens requestd an Increase in the d jus tor  rate fr-on1 JI J i l ( ) O  per h b l i  to $0 01S75 pcr hLL h Lo 

accommodate the costs of purchased power under the \ e n  Contract, as \\ell as to reflect 

increased transmission costs. 

The foregoing requests, taken together, \\auld 1 1 ~ ~  e resulted In an adjustment [actor 

sufficient to cover the costs of the Ken Contract plus the total amount projected to be under- 

recoFered as of July 2003 (plus future carrying costs) of’approiimatcly S 0-320 per hLi7h 

The major issues in the PPFAC case were whether Citizens should be allo\\ed to collect 

all of its under-recovered balance, and whether costs under the New Contract should be fully 

recoverable. While there was no order in the PPFAC case, it is likely that the Commission’s 

decision would have been influenced by the positions supported by the Company, by Staff, and by 

others. The Company requested recovery of its under-recovered PPFAC balance over seven years 
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! 
with a carrying cost charge of 6 perceiit 

below, would have resulted in a larger increase than will result Cram the Settlement. 

S ta f fs  proposA. ikhicli are disciissed 111 section B 

i 
The largest portion of the PPFAC under-recovered lulmce resulted from Llrizona Public 1 

S e n  ice Companq (“APS”) bills under the Old Contract. fi ~ ~ I I I  the siinimcr 01‘ 2iNX) through \f.i> j 

APS/PWCC under a FERC-appro\ ed \i holesale contract 1 he increase i n  the PPF .IC xijiistor 

was intended to address, in addition to power costs, increases i n  transmission costs resiilting from 

s>stem yoi i  th. and the replacement of the \i holcsalc conIi‘ii I $1 it11 ‘1 IILYL \-oii1rLic( 

The Old Contract I 

i 
I 

The Old Contract with APS contained nominal “rates” for demand and energy, under three 

different schedules, for baseload. intermediate. ~ n d  pec\L. “ ( I \ \  i‘T 110 \ :\ i‘r. tI1c i‘Olltl-‘1CI JJ,(> 

included “floor price” pro1 isions mhich became the basis tor pricing. I lit: lloor price n ;is defined I 

by APS’ System Incremental Cost (“SIC”). As evpfainecl belobt. there i t  ‘1s disputc bet\\ een 

Citizens md  APS as to the precise definition and role 01 [tic bIC i n  cictei-ininin: n hitt  ~ l n d  1-,0tt 

APS could charge Citizens for purchased power under the Old Coiitract. I 

A P S  did not own enough generating plant capacity itself or through its Pinnacle \iVest 

subsidiary to meet APS’ full load requirements, including its retail plus wholesale load (Citizens 

was included in the wholesale load). APS made up what would have been a shortfall by 

purchasing “on the market”, from others that had excess generation to sell. A P S  interpreted the 

SIC provision in the contract as allowing APS to charge Citizens the highest cost of market power 
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that i t  purchased every hour, \\bile Citirens beliebed the .)I( referred to only certain lower cost 

purchases. This difference in interpretation did not beconic. evident when purchase power costs 

\\ere low. However, beginning in ’May of 2000, markc: price increases for purchased p o ~ ~ e r  
~ 

I 

caused Citizens’ bills under the Old Contract to increase tiraiiiatically. such that the PPF.4C and I 
I 

the amount of poner costs recoLered i n  base rates did no[ : -<< t ’ i  21- hilled poiicr c o s ~ s  

Citi7ens, 111 its testimonies in support of Its recrirest ‘i7i ,in increase i n  its PPFAC. indicated 1 

that, based on Citizens’ interpretation of the SIC provisions, i t  believed A P S  had misinterpreted j 

the SIC ,ind other- terms ot’ the contract. ~ n d  th,it C i t i / < : > h  t J \ \ r i  interpi-et‘ition 01‘ thc ccmi 

\ \ o L I I ~  l ~ l  e resulted In Ion er pon er costs and a much Ion ci mdcr-reco\ ercd M m c e .  Hoii e\ C‘T. 

in the PPFAC case before the Commission, Citizens indica(cd that i t  had no plans to appeal to thc 

FERC for an interpretation of the contract that might ha\e r d u c e d  polcer costs and, therefore, 11s 

under-l-ecor ered balance. 

I 

I 

Terms of New Contract 

The ISew Contract, Lvhich took effect June 200 1. siippli~tited the old contract m d  contains 

l a very simple and stable pricing mechanism. The price of poner \vas set at a fixed rate o f  I 

$0.05879 per kWh for generation costs..’ The New Contract has a seLen-year term starting June 1 .  ~ 

2001 and is with Pinnacle West Corporation (“PWCC”), APS’ parent. Furthennore, the New 

Contract only requires Citizens to purchase power for those customers who purchase power from 

Citizens (as evidenced in the definition of “E3uyer’s Full Load Requirements” in Exhibit A to the 

’ Line losses between delivery to Citizens and delivery to its customers mean that the cost to customers is about 10 
percent higher than this value. Citizens indicated that its transmission costs had increased because it had signed a 
contract with additional transmissloll capacity necessary to serve load groa-th in Mohai,e County. 
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contract'), whereas the Old Contract required that Citizens purchased fixed amounts of power. 

This means that Citizens and its successor will be able to allow customers choice of generation 

supplier with no stranded costs. 

Staff Proposals in the PPF.AC Case Prior to the Joint 4 ~ p l i e a t i o n  

I n  the PPFAC proceeding Stc1t'f fjtiltcd Citi/cii\ .itiLigctncnt o t its po\\cr costs on '1 

number of issues. Staffs  recommendations would ha\ e I cwlted i n  a reduction of the allon ed 

recovery from that requested by the Company, and might hate  resulted i n  a reduction of the 

under-recot cred total ,mount Stcit't'5 r.ccnmii~end,ttii\I.\ i l \ t >  \ \ o ~ l d  tic)\ t> rc.;iil;eci i n  117  

elimination of carrying costs on the tinder-recotcred ' ) ~ i ~ m c e  lion e\ er, e\ en 11' Stafi'j 

recomniendations were accepted by the Comniission, the r c ' b i i l t  \t ould hat e been that customers 

would have been asked to pay some significant amount to\\ ard the existing under-recotered 

balance. 

Staff recommended an immediate and complete dis,iIioi\ ance of S7 million of the under- j 

recovered power costs. Staff argued that Citizens should bc rcquiretl to defer collection of the 

amount of dollars for which it had made claims that i t  had been over billed (as much as s70 

million) because of APS' misinterpretation of the Old Contract, until it had made el  ery effort to 

obtain relief from FERC or the courts. So, while the requested disallowance of $7 million and of 

carrying costs might have been ordered by the Commission, the final result of Staffs  other 

recommendations would not have been known, because the results would depend on findings by 

There are certain exceptions that would allow Citizens to purchase some additional power, but these are extremely 
limited, including purchases from the Department of Energy for Aha Macav, and purchases necessary for reliability 
purposes. 

3 
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the FERC. in short, the customers of the AED could still h a ~ e  been assessed this additional $70 

million depending on the outcome at FERC. The Settlement Agreement eliminates this 

uncertainty \ ia the forfeiture by UniSource of the entire unc!cr-collected amount discussed above. 

i L ’ 1 t h  regard to the Ne\\ Contract, Staff critici/eti *!IC process b t  nhich the Conipanq 

aiidj/t.d m i  coniiiiitted to this contr,ict ic that  the Ne\\ Coiitrxt itself  as 

imprudent. but rather suggested that the Commission should consider the Ne\\, Contract in a 

further proceeding. However, Staff expected that there n ould be some significant increase in 

p ~ a -  costs. qince electric prices \\ere higher than  the ~ I I I O L I P ~  o1’po\\er costs 111 base rate? 

Staff did n o t  .i 

I 

Reducing power costs below those resulting from the New Contract would have been 

difficult. First, modifying the contract would have been extri.niely difficult, given that it had been 

appro\.ed by FERC. Xng’ disallowance or imprudencc ;inding ~vould certainly 1iai.e bee11 

appealed, delaying resolution still further. Second, even it‘ Citizens had defaulted on this contract, 

i t  would have had to find a replacement contract or contracts: and given the chaotic state of the 

western pou’er market in the last two years, no assurance existed that a less expensit.e po\\’er 

source could have been found. In short, the price of purchased power in the New Contract might 

have appeared high but was not uiireasonable given the volatile and expensive electricity 

environment that existed at the time the New Contract was negotiated. The Settlement 

Agreement will ensure that two years of under-recovered costs due to the New Contract would 

not be collected from electric customers, leaving at a maximum five years of higher purchased 

power costs under the New Contract. 

If FERC agreed that APS had overcharged Citizens. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

2c 

21 

22 

Staff Report 
Docket Nos. E-01032C-00-0071, et al. 
Page 35 

At the present time, there are only five years remaining on the New Contract. While the 

price for purchased power under the New Contract, viened in late 2001, might have seemed 

somewhat high, the same price is a better price today and for the next four years Although the 

Western poner market has settled donn. gas costs, n l i i ch  x e  crucial i n  detenm1iing electric 

market prices, are distmctlj higher than they \\ere in  200  1 .  .ind electric prices ha\ e been rising 

ob cr the idst 4 cdr 

I t  is Staffs  opinion that the lowest cost resolution from a Corra;ssion decision regarding 

disallo~~.anct: of the ~~nder-recovered amount resulting from the Neu  Contract. It also seenls 

unlikely that the Commission would have ordered Citizens to default on the contract. Thus, !\.e 

expect that the PPFAC case would have resulted in an increase in the PPFAC adjustor to cover 

the Nen, Contract, in addition to some increase related t i l  11ii Linder-recor.ered balance direct]>, 

resulting from the New Contract. 

What  the Settlement Agreement Should Be Compared to for Electric Customer5 

The result of the Settlement Agreement should be coinpared to the rates that customers 

would have been paying without the sale and transfer, and pai-ticularly Lvithout the Company 

having given up the claim to the estimated amount of at least SI35 million of the under-recovered 

balance as of July 28, 2003, plus carrying costs of more than $1 8 million, which would have 

brought the total to almost $154 million. Although we cannot know for certain what the exact 

resolution of the PPFAC case would have been, it is clear that it would have resulted in an 
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increase in power costs and customer bills significmriy above what 1s contemplated in the 

Settlement Agreement. 

Alternathes With and Without the Sale and Transfer 

The Settlement Agreement includes appro\ '11 k'i 'i adjustoi r'itc of SO 01 525 pcr h \ \  !I 

CIUC 10 ~ L I ~ C I I W  po\\er costs rcsttltillg fro111 the Ye\\ L IL i c t  \ \1t11 P\i7Cc rllc rc1te p l c ) \ l s l ~ ~ ~ s  

the Neu Contract are Lery simple, including or114 s i i 7 ~ I i .  per kWh charge throughout the life o f  

the contrazt currently at seven years from June I ,  200 I Approval of the Settlement Agreement 

n i l 1  result in appro\ a1 of the Vompmq's  collecting I . l i ' o i i i ~  costs o f  hi\ conti-:icl 11.: 7 1 L 

PPF,4C adjustor increases electric rates for the c u ~ t o i i i ~ i  1, L) t' ElecCo by clppto\inicitel\, ~ \ L C I I L > . - L L L O  

(22) percent. However, as discussed abo\ e. the i i i i p i c l ~  to rates and electric customers \\oould 

likely be significantly higher if not for the Settlcmcnt Agreement. Furthermore, s a  erdl 

pro\ isions mist in the Settlement 4y cement to fill I i p t e  ,ind mininii/c the li-npaci of ,;< 

ne\\ adjustor rate, as will be discussed Xvith more speci ticit! i n  the section on rate impacts. belo\.\ 

While there is less certainty regarding \\hat customers nould hace p'iid if  the s d e  cind tr;iiibfcr 

and Settlement had not occurred. the foIlo\~ing sectic:i\ i i   cussed the niorc likelb outcomes. Ifri1e 

I PPFAC case proceeded to a hearing. I 

I 

When considering the impact of the increase in rates that would result from the New 

Contract, we should keep in mind that Citizens' customers have been paying the same rates since 

the fall of 2001, and rates that were only slightly lower for a number of years. Thus, during a 

period in which power prices in the West in general went haywire, and the customers of most 

other utilities experienced some level of price increase, Citizens' customers have had stable rates. 
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Potential Outcomes 

If the Settlement Agreement had not been proposed. customers would have been faced 

n i t h  an increase in the PPFAC to corer soiiie aniount or iincier-recorzrccf PPF.4C balance, 2nd 

also to COT. er higher ongoing pon er costs. 

future carrying cos~s,  and ail costs associated r\ tth 1 1 3 ~  \CI\ C'ontr,ict. 15 Lippro\ eci 

Rest case n i thout  Settlement Citirens takes the ; ' i i t rx t  di.;nuti_. t o  F F K C  I I - ~  F: r < i  

finds in its favor, reducing the under-recoTery fro111 the Old C'ontraci h! Y7n 1111111p1- ~ 

Commission orders 25 percent denial of the under-rccoL er t  from thc \e\\ Contract 1 
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0.080 1 0.099 I 0.1 12 1 0.103 
Average Annual Bill 

$20,162 $24,743 928,195 $25,7 74 

Rate impacts of Potential Outcomes 

Impact on Different Alternatives on Customers of Citizens AED 

-" 
10.1 16 10.106 0.084 0.102 

I Average --- Annual Bill --- 
~ 

Smc!l S e ~ e m  Service SC L--. . 

1 $1,080 / $1,233 1 $1,349 $1,268 

0.074 1 0.092 1 0.106 I 0.096 
Average Annual Bill 
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i -41,321 433 j $1,646 1 7 1  I $ 1  891 81'2-i $ 1  719,987 1 

7 
%Lnc re as e 
v 

43% I 30% 1 254, 
$,'k Wh- 

3 

- Oo8* - -_- __ - 1 0 092 - - -  _ _ _ _ _  10060 , 0078 
Average Annual _ _ _  - Bill IPS (>69kv) LI_- __- 

$3 107 696 $2 781 212 $2,642,1 XI -- ~ __ -_ 1 $2 024 186 j 

Customers i t  i l l  be better off under the Settlemciir .Agreement than under any of  the 

expected outcomes of the PPFAC case. On aierage, customers' rates u i l l  be loi\er by about 12 

percent toi  the neKt sei en >cars undci thc Settlcmeiit \:? ccincnt thm the\ \\oulti l i ' ~ ~  e t 7 L y n  

under the Cornpanj's PPFAC proposal 41~0, thcre is d ;?lo\ i$~on i n  thc Se~t lmicnt  \greciiicliL 

that encourages UniSource to renegotidte the price of p~irch~ised po\t e1 undcr the Ne\\ Contract 

with APS PWCC. This provision of the Settlement Ayreement further pro\ ides that customers 

\ti11 recei\e 60 percent of the sa\ings .iskocicttt.d ',\ ~ t h  'in: <c!.ic<d p i i ~ c  o pii~i'h,isc p o ~ i e r  L!liLi;'- 

the Neu Contract UniSource is currentlj ;t!tenipting to renegotiae ~t i t h  APb PLL C C 

Other Long-term Rate Impacts on Electric Customers 

In addition to minimiLing the impact on electric customers by cliniinating the under- I I 

I recovered balance through the date of closing, and proi iding significant s d i  ings to electric 

customers if the New Contract purchase power price is renegotiated, the Settlement Agreement 

includes provisions designed to convey long-term benefits. Specifically, these include provisions 

regarding a reduction in the electric rate base, a commitment not to increase base rates for at least 

three years, and a possible consolidation of operations. 

I 
I 
I 
I 

I 
i 

I 
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I 
The negatike acquisition premium of S93 million IIA the el'fect of retnoking halt' 01 ike 

electric system's rate base. This will reduce the return and depreciation component of rates by 

about S l 5  million, reducing the electric relenue requirenii.i11 h >  this amount. This \vi11 be to thc 

I 

/ 

electric ratepayers' benefit i i i  future ElecCo rate cases. I his reduction i n  the return \\ 111 of'jwt 1 

~ 

increases in other system costs. either de1a)iiig u hen J <i:L ~" i se  can be fi1i.d or rcclucin2 

anio~in t requested . 

The commitment to not file for an increase in base I for three years means that e\cn ~f 1 

costs mislit lustlfj, 'in incrc"iic. c \en ,liter the rate I>,ISC r : l l t  L T 1 o n .  thc C (~rni~,iii\  \ \ i l l  not tilt 1 1  1 7  

case diiring this period Phis m i y  delL3y the nevt posstblci i J I L i L ~ h e  in rates 

In addition, the Settlement Agreement requires PEP to develop a feasibility studt 

regarding the consolidation or coordin,ition o f  the o p i  

\\ith the operations of I EP 

efficiencies of system control and engineering. possiblj Ion cnng costs, and incrc.,ising rcI ic ibi l~t~ 

in the region. 

C onsolidauon or coorii 

Value of Retail Access 

The Settlement Agreement includes a provision that TEP commits to establishing a 

process for opening up the new ElecCo's territories to retail competition by December 3 1, 2004. 

In the Settlement Agreement, UniSource agrees that stranded costs resulting from retail access 

shall be zero. This is implicit in the New Contract but this Settlement Agreement term provides 

additional customer protection. Since there will be no stranded costs, if there are lower cost 
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power providers available, there ~ 1 1 1  be one less obstacle LO customers changing their generation 

provider from ElecCo to less expensive providers. Thls term is the ultlmate reality check on the 

New Contract. If the New Contract is priced above imuhct prices, customers \ \ i l l  be able to 

escape its terms by choosing alternative suppllers 

Background of Financing Issues 

Sections 10 through 20 of the Settlement &greeiv<'i-i .iddress a r'inze ot t i i imc in?  1 j q i i c k  

I that arose in the application. 

Companies to f h d  themselves through issuances of debt ,~nd equity. 

limited to $175,000,000. The equity issuances are limited to S 125,000,000. Overall, the target 

These sections of the Scriiciiient Xgri.emcnt pei-init the h c n  

I The debt issuances are 1 

capital required for the transaction IS  ,ipprouimatelb, S250.i 1 '  1 1  1 1 

The Loan from TEP to UniSource i 

According to the Settlernent Agreement. TEP can I c 7 m  tip to SjO.OiJC ).(IO( 1 for 1x3 inore t h a n  

four years to UniSource for the purpose of funding the acquisition. UniSoui-ce uould thcn irifiise I 
the entire sum and other equity that i t  raises into either HoldCo (the new subsidiary formed by 

UniSource to hold the stock of the New Companies) or the New Companies as an equity 

investment. The TEP loan to UniSource will be secured by 100 percent of HoldCo's or the New 

Companies' equity. The loan will bear an interest rate of 383 basis points above the rate on an 

equivalent US Treasury security. The Settlement Agreement also provides that 264 basis points 

of the interest income will be deferred as a credit to customers. The deferral will reduce TEP's 
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rates in the future (as an offset to rate base and expense). I'he remaining interest income from the 

loan is committed to build up TEP's equity capitalization. Increasing TEP's equity capitalization 

from its currently low levels is in ratepayers' interest because the increase improves TEP's 

financial he i th  and ability to provide senrice. 

1 he 3 S 3  basis-point spread I S  b,tst.d on thc sprcdci \XI \ \  c.i.11 HB-rated four-Sex cnersy debt 

and the >ield on a four-year CS Treasury security .A BE3 rating is appropriate for the loan 

because the loan should be priced according to UniSource's risk, a company that IS currently 

Linrdteci >t,iffs assumed BB ratins is ,ippropr-i,itt. hec,iti\c I t  reflects a belon-in~.cstini.iit-~,.l-nc!t. 

rat i iig . 

Hold Harmless Provision 

The 5ettlcmeiit .Agreement coiitiiiiiy J condition I (  I ~ o i i i  TEP's ratepdqei-s harmless from 

d n q  ~:~crt"ist's i n  PEP's cost of  capit;ll '1s J iesult o f  the. million lorn I he hold-h,in?iIcts~ 

provision on TEP's cost of capital pro\ ides some assurance [hat ratepayers n 111 be held harnlless 

and that 1'EP bear the burden to prole iiiitigdting factors 11'thc S50 rn~llioii lom 1 7  shorbn to !I,)\ c 

harmed TEP's cost of capital. 

Waiver of the 30 Percent Condition 

The Settlement Agreement waives a condition of Commission Decision Nos. 60480 and 62103. 

That condition, as amended, requires UniSource to invest 30 percent of all new equity proceeds 

directly in TEP. 'The Settlement Agreement waives the 30 percent condition for the purpose c l -  

financing this particular acquisition. The waiver is needed so that UniSource can invest all new 
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equity proceeds in the New Companies ( \ la  HoldCo) if ~ t l i o u t  diberting proceeds to TEP. The 

waiver is reasonable given the need to seek equity for utilit>.-related businesses whose acquisition 

is in the public interest. 

Dhidencf PaLout Restrictions o n  TEP and the New Companie\ 

Thc Settleineiit r\grcemcnt iniposcs <i condition on 12 \ c \ i  C oinpCinics such rhdt the\ '\IC 

restricted from payins more t h m  75 pcrcent of their earnings out i n  diLideiids as Joii,o as their 

capital structures contain less than 40 percent equity. These re,ctrictions are beneficial to 

out as d i ~  idends to HoldCo if hen eqiiit) capitdlization f d I h  bi'lon 40 pcrcent. Ret,iimng 

amount of equity is important ford u t i l i t y  i n  order to proLidc wrL1ce. 

certain 

The Settlement Agreement ,11.;o modifies a pret i n t ~ i  i o ~ ~ d ~ l i ~ ~ i  o f  C'onirnisc,ion Dcciston 

h o  O(J480 3 pcrccnt ol' ~ I S  c,irninss out i n  

dividends as long as i t  has less than 37.5 percent equity capitali7ation The Settlement Agreement 

increases the 37.5 percent threshold to 40 percent. Thi5 ii~odific~itron enhances existing TEJ-' 

ratepayer protection because it raises the hurdle belon Lkliich TEP I S  restricted in paviny 

- -  Currently, 7 EP I ?  ordered to pny no niori' l h m  

- . .  

dividends to its parent UniSource. 

Guarantee of Affiliate Debt 

The issue of TEP's guaranteeing JniSource or other affiliates' debt did not arise in this 

case: no guarantee authority was requested. The circumstances in this case are different from 

recent cases in which APS requested authority to lend funds to, or guarantee debt of, affiliates. In 
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those cases, APS requested authorit\i to support m iiiii-rgulated afti1i;itc that operated i n  the 

merchant energy market along n ith competitors. T\\ CI concerns, amongst others, arose in those 

cases: regulated utility support of a competitike merch,int operation and risk to the regulated 

utility. This case presents entirely different circumstanci's because the lom is ult im~tely going to 

111 t h l >  C'lSC. 1 i P \ \ O U l d  I lOt  ;-I< 

l l j ~  supporting co111petiti\ e illt.i-chLiilt operation ~ c i  \ 1 I I J  1101 be t'\post'd IO the iisA 01 

merchant energy market. Therefore, the question \I hcthcr the public interest \\ oiild be better 

senred thLa::gh a guarantee rersus through a loan IS  zffccti\ely not issue in this case. 

I 
I Staff belieLcs that the Settlement Agreement ! z  l!:c result o f  a fair negotidtion proccsb mii 

that intervenors were given adequate opportunity for i n p u t  and to sign the Settlement Agreement 

or to ,irritc at their o\ \n  ,igreemsnt \ \ i t 1 1  UiiiSource i. :liens Staff i ~ i ' ~ ~ ~ i i ' 1 t t . d  the Settien: 

rlgreement i n  good faith a id  rn~-tei-in interests a i  111~ rLil? ptl!ei ., .: 
I 

i t h  both the short .i 

heart 

In conclusion, Staff belieyes that the benefits o f  the forgi\,eiiess of the larse untiel-- 1 

recovered PPFAC balance, the three-year rate moratorium for both electric and gas operations. the 

significant permanent reductions to rate base related to the purchase of the Citizens assets at a 

price below book value and Build Out Program disallowances far outweigh the rate and adjustor 

factor increases that are included in the Settlement Agreement. The Settlement Agreement 

relieves ratepayers from exposure to even higher rates now and in the future that may have 

resulted from litigation at the Commission or appellate court level. Finally, Staff believes that the 
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Settlement Agreement reasonably balances dib erse interesi\. i s  conslstent \\ ~ t h  the publlc tntcrest 

and should be adopted by the Commission. 
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